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COMMONWEALTH OF VIRGINIA

STATE CORPORATION COMMISSION
AT RI CHVOND, JULY 28, 2000
APPLI CATI ON OF

VI RG NI A ELECTRI C AND CASE NO. PUE980463
PONER COVPANY

To revise its cogeneration

tariff pursuant to PURPA
Section 210

ORDER ESTABLI SHI NG COGENERATI ON TARI FF

On August 11, 1998, Virginia Electric and Power Conpany
("Virginia Power" or "the Conpany") filed with the Comm ssion
witten testinony and exhibits to support its proposal to nodify
its cogeneration and small power production rates under Schedul e
19. Specifically, the Conpany seeks to decrease its avoi ded
energy and capacity paynments to cogenerators, expand the
effective period for this schedul e through 2001, and decrease
the m ninumcontract termthat can be executed pursuant to
Schedul e 19. On Septenber 30, 1998, the Comm ssion issued an
Order establishing this proceeding, appointing a Hearing
Exam ner, and setting a procedural schedul e.

On February 24, 1999, a hearing was conducted by Chief
Heari ng Exam ner Deborah V. Ellenberg. Counsel appearing at the
hearing were: Richard D. Gary, Esquire, and M chael C.

Regul i nski, Esquire, for Virginia Power; Mark J. LaFratta,
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Esquire, on behalf of Appomatox Cogeneration Limted Partnership
("ACLP'), and M Renae Carter, Esquire, and Don R Mieller,
Esquire, for the Commssion Staff. St. Laurent Paperboard
(U.S.) Inc. and Westvaco were Protestants in this case and
supported the testinony of M. Roy J. Shanker along with ACLP.
The Al exandri a/ Arlington Resource Recovery Corporation filed a
Notice of Protest but did not file a Protest and did not
participate in the hearing.

Virginia Power presented the testinony of Daniel J. Geen,
W R Eckroade, and J.E. McIntyre, Jr. These witnesses testified
that the Conpany used the PROVI EW conputer nodel to devel op an
opti mal capacity expansion plan and the PROMOD conputer nodel to
determ ne the expected total systemdispatch and energy mx to
serve as a base case. In enploying the Differential Revenue
Requi renment ("DRR') nethodology to calculate its avoi ded costs,
t he Conpany devel oped two alternate cases assum ng the addition
of a 150 MW bl ock of a new qualifying facility ("QF") at zero
cost. One alternate case assuned the block of QF capacity
operated as a baseload facility, while the other case assuned
the bl ock of QF capacity operated as a peaking facility. The
difference in revenue requirenents between each alternate case
and the base case due to capital investnents and fixed operating

and mai nt enance expenses is classified as the avoi ded capacity



cost, while the difference in energy mxes is the basis for
avoi ded energy costs.

M. Geen testified that, based on Virginia Power's 1998
resource plan, the Conpany needs 864 MWV of peaking capacity for
2000 with additional capacity needs in 2001 and 2002. The
Conmpany plans to neet the year 2000 need by constructing four
150 MW conbustion turbine units and by maki ng ot her energy
purchases.! M. Geen testified that these planning decisions
are the basis of the Conpany's use of a 150 MW bl ock size for
avoi ded capacity when conducting the "with" case PROVOD run.

Virginia Power proposed to allow qualifying facilities
several options for energy paynents based on firmess, tine
differentiation, and whether the Conpany coul d avoid energy
costs during an on-peak or off-peak period. The Conpany al so
offered, to qualifying facilities delivering firmenergy and
capacity, a levelized avoi ded energy m x applicable for each
year of the contract term

Under Virginia Power's proposal, those qualifying
facilities making firmdeliveries are eligible to receive

capacity paynents beginning in 2000. The Conpany's proposed

1 Order, Application of Virginia Electric and Power Conmpany For approval of
Expendi tures for New Generation Facilities pursuant to Va. Code § 56-234.3
and for a certificate of public conveni ence and necessity pursuant to Va.
Code § 56-265.2, May 14, 1999, Case No. PUE980462, 1999 S.C.C. Ann. Rep. 431.




| evel i zed capacity paynents are based on the Conpany's estimated
capacity prices for market purchases in 2000-2001.

Regarding the termfor Schedule 19 contracts, Virginia
Power proposed to limt the contract termto three years due to
i ndustry restructuring. The Conpany later nodified this
proposed termto four years, asserting that a four-year contract
termwoul d be consistent with the transition to the conpetitive
mar ket .

The Conmi ssion Staff presented the testinony of Jaril aos
Stavrou and Thomas E. Lamm M. Stavrou's testinony concerned
t he Conpany's avoi ded energy costs. M. Stavrou testified that
a 100 MW avoi ded bl ock size was used in the previous Schedule 19
case but that the Conpany used a 150 MW bl ock size in this case,
even t hough no conbustion turbine was avoided in the Conmpany's
simulation plans. M. Stavrou concl uded that approval of the
Conpany' s new construction of combustion turbines could affect
t he avoi ded energy m x and associ ated avoi ded energy costs.

M. Stavrou al so expressed concern that the Conpany did not
nodel off-systemenergy sales in its forecast of avoi ded energy
costs, as it had been ordered to do by Comm ssion Order in the
1997-98 fuel factor.? M. Stavrou reconmended that the Conpany

perform additional sinulation runs to test the sensitivity of

2 Order Approving Application, Application of Virginia Electric and Power
Conpany To revise its cogeneration tariff pursuant to PURPA section 210,
January 21, 1998, Case No. PUE960117, 1998 S.C.C. Ann. Rep. 331.




energy costs to avoi ded bl ock size, off-systemsales, and the
elimnation of one of the conbustion turbines fromthe expansion
pl an. The Conpany provided nuch of this data in rebuttal
testinmony, after which M. Stavrou testified that the Staff no

| onger supported including off-systemsales in the avoi ded cost
calculations in this case. M. Stavrou supported the energy
paynments proposed by the Conpany.

M. Lammtestified concerning capacity issues and contract
term He proposed to base avoi ded capacity costs on the
estimted costs of a planned 150 MW conbustion turbine unit.
However, if the Conm ssion were to decide that market purchases
shoul d be used to deterni ne the avoi dable capacity, M. Lanm
testified that the capacity bl ock should be reduced to 100 MN
consistent with the Commi ssion's determnation in the |ast
Schedul e 19 case. Concerning contract term M. Lammtestified
that if, the Conm ssion adopts the Staff's reconmendation that a
conmbustion turbine serve as the basis for the avoi ded cost
calculation, and in light of electric industry restructuring,
then a contract of between 10 and 25 years could be justified.

St. Laurent Paper Products Corporation, Wstvaco
Cor poration, and ACLP jointly sponsored the testinony of Roy J.
Shanker. Dr. Shanker recommended that Virginia Power be
required to nodify the demand forecast used in Schedule 19 to be

consistent with the assunptions for off-systemsales used in the



Conmpany's nost recent fuel factor filing. He asserted that
failing to make this adjustnment woul d under-conpensate
qualifying facilities.

Virginia Power also presented the rebuttal testinony of
Daniel J. Geen and Jeffrey L. Jones. Cenerally, the Conpany
asserted that off-system sales should not be included in the
cal cul ation of avoided costs, that the Conpany should not have
to performa sensitivity study based on 1 MNof avoi ded energy,
and that Staff's recomrendati ons regarding contract term should
be rejected.

On February 11, 2000, the Chief Hearing Exam ner issued her
Report. Her findings were as foll ows:

(1) Virginia Power should offer contracts under
Schedul e 19 for terns up to ten years;

(2) Virginia Power should use a 150 negawatt bl ock
of assumed di spl aced capacity in its DRR
cal cul ati on;

(3) Avoi ded energy paynents for 1999 as proposed
by Virginia Power should be approved;

(4) Avoi ded energy paynents for 2000 and 2001
shoul d be based on avoi ded energy fuel m xes
derived by displacing one of the Faqui er County
150 MW conbustion turbines approved for the sunmer
of 2000;

(5) Avoi ded capacity paynents shoul d be based on
t he sane di splaced 150 MW CT [ conbustion turbine];
and

(6) The paynents made under interimrates should
be adjusted with revised paynents nmade for power



pur chased under Schedul e 19 since January 1, 1999,
as appropriate.

She recomrended that the Commi ssion enter an order adopting
t he above findings, directing Virginia Power to file a revised
Schedul e 19 consistent with the findings contained herein within
60 days of a final order in this case, and dism ssing this case
fromthe Comm ssion's docket of active cases.

On or about March 3, 2000, Virginia Power and ACLP filed
comments on the Chief Hearing Examiner's Report. Virginia
Power's comments concerned contract termand treatnment of off-
system energy sales. The Conpany reasserted its position that
contracts with qualifying facilities not be required to extend
beyond Decenber 31, 2002, because, as of January 1, 2002, the
Conpany will no | onger have the exclusive right to supply
electricity within its service territory. Virginia Power
further asserted that, once custonmer choice is inplenented, the
Conpany woul d bear the responsibility for the new conbustion
turbi nes. The Conpany agreed with the Chief Hearing Exam ner's
recommendati on that off-system sales should not be included in
t he cal cul ati on of avoi ded energy cost but took issue with the
Chi ef Hearing Exam ner's statenent that, in the future,
conservative estimtes of off-system sales should be factored
into the calculation. The Conpany stated that off-system sales

shoul d be left out of any such cal cul ati on because the Public



Uility Regulatory Policies Act of 1978 ("PURPA') focuses on
nati ve | oad and not off-system sal es, because of f-system sal es
are made to maxim ze efficiency and not to neet the energy
requi rements of native |oad custoners, and because half the
financial benefit of off-systemsales is returned to custoners
as a credit through Virginia Power's fuel factor. The Conpany
al so noted that nodeling difficulties arise when off-system
sales are factored into the DRR net hodol ogy and that these
nodeling difficulties cannot be corrected by reducing the | evel
of off-system sal es.

ACLP took issue with the Chief Hearing Examner's
recommendati on that off-system sales not be included in the
cal cul ation of Schedul e 19 avoi ded energy costs. ACLP asserted
that rates for qualifying facilities should be based upon the
actual avoided costs of Virginia Power, so the assunptions in
t he Schedul e 19 anal ysis, including the | oad forecast the
Conpany expects to serve, nust be as close as possible to the
actual anticipated operations of the Conpany. It would be
unr easonabl e, according to ACLP, to include off-system purchases
w t hout al so including off-systemsales. ACLP noted that
Virginia Power itself has included off-systemsales in its fue
factor forecasts and argued that to disregard off-system sal es
woul d be to underconpensate qualifying facilities. ACLP

contended that off-system sales should be recognized in the



sirmul ati on of system performance and that the Chief Hearing
Exam ner declined to include themin this instance only because
of nodeling deficiencies. ACLP argued that these deficiencies
could be mtigated with the econony interchange transaction
nodul e for PROMOD.

NOW UPON CONSI DERATI ON we find that we should adopt in part
the findings and recommendati ons of the Chief Hearing Exam ner.
We agree that the DRR methodol ogy is the proper nethod to use to
determ ne avoided costs in this case. W further find that off-
system sal es shoul d be excluded fromthe present cal cul ati on of
avoi ded costs and that the cogeneration rate we are setting
shoul d be effective through 2001. However, we find that a
contract length of |less than 10 years is preferable, given the
restructuring occurring throughout the industry.

In its application Virginia Power used the DRR net hodol ogy
to cal cul ate the Conpany's avoi ded costs over a five-year study
period. This nethodol ogy was approved by the Conm ssion in Case
No. PUES70081.% By our Order of January 31, 1998, in Case No.
PUE960117, we directed both the Conpany and Staff to consider
alternative nethodologies to DRR In testinony Virginia Power

stated that it considered basing avoi ded costs on a

3 Final Order, Ex Parte: In the matter of adopting appropriate nethodol ogy for

use in calculating, pursuant to PURPA, the Schedule 19 avoi ded costs of
Virginia Electric & Power Conpany, Decenber 30, 1988, Case No. PUE870081,
1988 S.C.C. Ann. Rep. 301.




deternmination of market prices but decided that current
proj ections of market prices for 1999-2001 were too uncertain to
be the basis for an avoided cost calculation at this tine. The
Conmpany therefore used the DRR net hodol ogy to determ ne avoi ded
energy and capacity paynents based on a 150 MWV avoi ded bl ock
si ze and, for avoi dabl e capacity, considered undesi gnated narket
purchases in the 2000 to 2002 pl anni ng hori zon.

The Staff recommended that the Comm ssion enploy the
met hodol ogy best fitting the circunstances present at the tine
of each avoided cost filing. Wile agreeing with the use of the
DRR net hodol ogy in this case, the Staff cited the Conpany's
intent to construct four 150 MW conbustion turbines and thus
proposed that avoi ded costs for energy and capacity be
cal cul ated by factoring into the DRR nmet hodol ogy the
di spl acenent of one of these units.

W agree with the Staff that DRRis the appropriate
nmet hodol ogy to use in this case and that both avoi ded energy and
capacity paynents should reflect the displacenent of one of the
conbustion turbine units. The Conpany has sought and been
granted certificates of public conveni ence and necessity to
construct four new 150 MW conbustion turbines, and we find that
150 MWis an appropriate avoided bl ock size to use when
conducting the "with" and "w thout” cases required by the DRR

met hodol ogy. While the costs associated with one of the 150 MW
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conmbustion turbines were well devel oped as part of the approval
process in that case, the costs for undesi gnated purchases are
specul ative at this tine.

We also find that the Schedule 19 tariff we are
establ i shing should be effective for a three-year period,

t hrough 2001. Though previous Schedule 19 tariffs have been
avai l abl e for two-year periods of tinme, Virginia Power proposed
a three-year period because deregulation of electricity
generation services wll be phased in starting January 1, 2002.
Neither the Staff nor any protestant objected to the three-year
life of the tariff. W, too, recognize the changing | andscape
of the regulatory environnent for generating electricity and
realize that market prices may significantly inpact avoi ded
costs in the future. Therefore, we find it appropriate for the
expiration of this tariff to coincide with the start of retai
choice for the generation of electricity.

We agree with the Chief Hearing Exam ner that off-system
sal es shoul d be excluded fromthe present cal cul ati on of avoi ded
costs. In testinony, the Conpany admtted that it prepared
forecasts for this case using a mai nfrane PROMOD software system
that did not accurately nodel off-system sales and purchases.
Thus, the Chief Hearing Examiner is correct in stating that no
portion of the record in this case accurately quantifies the

i npact of off-system sales.
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The Chi ef Hearing Exami ner also found that, absent such
nodel i ng deficiencies, a conservative estimate of off-system
sal es shoul d be included at sone level in the calcul ation of
avoi ded costs if they are reflected in the fuel factor. W
di sagree with this assessnent. Virginia Power's fuel factor
includes a calculation for projected off-system sales. However,
unli ke the setting of avoided costs for purposes of Schedule 19,
the fuel factor also contains a nmechani sm by which inaccurate
forecasts used to set the previous fuel factor nmay be corrected.
Such a true-up mechani sm does not exist for purposes of setting
t he Schedul e 19 avoi ded cost rate. Thus, any inaccuracy in the
predi ction of off-systemsales could act as a windfall to
cogenerators at the expense of ratepayers, contrary to the
intent of PURPA.‘

Additionally, in the present evolving world of industry
restructuring, the off-system sal es market has grown
exponentially in recent years. Of-systemsales are now nade
nore often and are nore unpredictable in frequency and price
than in previous years. Thus, it would be nearly inpossible to
devel op a conservative estimate of off-system sales, as the

Chi ef Hearing Exam ner would recommend absent the nodeling

4"[I]n requiring any electric utility to offer to purchase electric energy
fromany qualifying cogeneration facility or qualifying small power
production facility, the rates for such purchase--(1) shall be just and
reasonable to the electric consuners of the electric utility and in the
public interest. 16 U S.C. § 824a-3(bh).
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deficiencies present in this case. |In short, the Conpany could
not devel op any reasonably accurate forecast or conservative
estimate of off-system sales that could be used in the avoided
cost cal cul ati on

We recogni ze that off-system sales are becom ng an
increasingly significant factor for Virginia Power and ot her
utilities. In the future, it my be possible to include them by
usi ng a mar ket - based net hodol ogy to better account for the
frequency, consistency, timng, and the price at which off-
system sal es are made. |ndeed, new cogenerators now have the
option of selling directly into the whol esal e energy market and
t hereby capturing the benefits of off-systemsales, as well as
ot her market pl ace benefits and risks, if cogenerators believe
t hat such action would be nore profitable than nmaking routine
sales to Virginia Power at Conm ssion-approved prices. For al
of these reasons, for purposes of this case in which the DRR
met hodol ogy is used, we decline to include off-systemsales in
t he cal cul ati on of avoi ded costs.

Finally, though the Chief Hearing Exam ner recomrended a
contract length of up to 10 years, we find that a contract
length of up to four years, through 2002, is appropriate. Once
Virginia Power's custoners begin selecting alternative providers
for generation services on January 1, 2002, Virginia Power's

demand wi Il change. Wile the Conpany will continue to have an
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obligation to serve custonmers who do not select an alternative
provi der and while the Conpany will still have an obligation to
purchase generation fromqualifying cogeneration facilities, the
Conmpany will not be able to accurately predict its demand on a
| ong-termbasis. Contracts of shorter termw || provide the
Conmpany the flexibility it may need to renegotiate the terns for
t he purchase of generation services fromqualifying
congener at or s.

Accordingly, IT IS ORDERED THAT:

(1) The Findings and Recommendati ons of the February 11,
2000, Chief Hearing Exam ner's Report, as nodified and
suppl ement ed herein, are hereby adopt ed.

(2) Virginia Power should offer contracts under Schedul e
19 with terns extending up to four years, through Decenber 31,
2002.

(3) Since there is nothing further to cone before the
Conmi ssion, this case is hereby dism ssed and the papers herein

placed in the Comm ssion's file for ended causes.
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